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The Tax Scramble 


by ROSWELL MAGILL, Partner, Cravath, Swaine and Mcore 


—_ sheer weight of taxes pressing upon every American today has served to obscure an 
increasingly critical tax problem: disorganized overlapping of ‘federal, state’and local ‘tax 
systems. A citizen of St. Louis, for instance, pays three different income taxes—to his city, 
to his state, and to his national government. Elsewhere, purchase of a package of cigarettes 


involves taxes to the three levels of government. 


The result of the present situation is that few taxes are really general, in the sense that 


they are borne by every citizen. The selection 
of the same tax source both by the states and 
by the federal government means that that 
particular object of taxation is bearing a 
double load, while other objects and transac- 
tions and citizens are bearing none. Conse- 
quently, it has long been agreed that state and 
national duplication of taxation should be re- 
duced and eliminated as promptly as possible. 

The reason for the present critical duplication of 
taxes is plain. Tremendous increases in national, 
state and local budgets, which have followed each 
of the two world wars, have led to increasing ex- 
ploitation by each level of government of all avail- 
able sources of revenue. Although the federal 
Constitution imposes some restrictions on state-and 
local taxation, the Constitution does not divide tax 
sources between the states and the national govern- 
ment. Such division as has existed in the past has 
rested on comity and tradition, not on agreement 
or constitutional prohibition. As pressures for reve- 
nue have increased, more and more overlaps of 
taxes have been enacted; and steady increases in 
rates have made the overlaps more serious and 
more inequitable. 

Any program designed to solve the problem 
should begin, ideally, with consideration of the 
proper allocation of functional responsibilities. A 
complete solution along these lines is now hardly 
possible, although some adjustments can be made. 


Copyright, 1949, by Tax Foundation. 


The trend since the Civil War has been toward 
greater federalization. With respect to each case of 
added federal power or control, there appeared at 
the time to be good ground for the step taken, 
usually because of the difficulty of securing co- 
ordinated action by all of the states. This difficulty 
is characteristic, however, of the democratic proc- 
ess, in which concerted action is slow because of 
the differences of opinion as to the need for action 
or as to the best procedure to follow. Some func- 
tions have been gatherec! unnecessarily into the 
federal jurisdiction through an overhasty disregard 
of the legitimate reasons which some states have 
had for not acting. It is impossible here to go into 
the broad questions of relative administrative 
efficiency and appropriate allocation of functional 
responsibility which lie at the root of the problem. 
These’ are-matters ~which will require long study 
and much patience on all sides for their solution. 

One of the suggestions for minimizing the over- 
lapping of federal and state taxes which is most 
deserving of consideration is the separation of tax 
sources, The separation of revenue sources means 
an assignment of certain forms of taxation to fed- 
eral and to state jurisdictions, respectively, under 
an arrangement whereby each form of government 
will not trespass upon the other’s preserves. It aims 
at termination of the overlapping taxation of the 
same item of wealth or income or transaction by 
two or three levels of government. 


Prior to the first World War there was in effect 
a virtual separation of revenue sources, interrupted 
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only during periods of war. The federal govern- 
ment was supported mainly by the customs and 
excise taxes, while the state and local governments 
relied upon property, business, and inheritance 
taxes, with a few early experiments in income tax- 
ation. There was some, though not much, overlap- 
ping of excise taxes. How far we have moved from 
this simple condition, and a suggested program for 
returning the relationship to a more sensible basis, 
are indicated in this brief summary. 


The following proposals for distribution of taxes 
are offered, not as an arbitrary delimiting of the 
areas of taxation, but as a suggested ideal approach 
to the problem. Since it is undesirable to subordi- 
nate the states to the national government, or to 
attempt to coerce them, an attempt has been made 
to work out suggestions that by fairness and practi- 


result would be a notable benefit to the citizen, not 
only in tax dollars saved, but in the elimination 
of the nuisance of filing two sets of income tax 
returns, each with its own peculiar set of require- 
ments, deductions, exemptions and rates. 

To implement this step, the national government 
should repeal the present deduction of state income 
taxes allowed in computing net income for federal 
tax purposes. 


Inheritance Taxes 

2. The law of the state in which a citizen lives 
controls the transfer of his property at his death. 
Hence states have a strong claim to the inheritance 
or estate tax, a tax imposed on that transfer. More- 
over, the federal government was a late arrival in 
this field, and until the years after World War I, 


had imposed the tax only in time of war. Congress 
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cality will win voluntary adoption. This is a field 
where even a good beginning will be extremely 
helpful. 

In this connection, the following program should 
not be construed. as one susceptible of immediate, 
complete adoption. It is not designed as a prag- 
matic solution which can be readily instituted, but 
as an ideal goal to have in mind constantly as the 
practical adjustments are being fitted together in 
a piecemeal fashion over an extended period of 
time. Just as the present scrambled tax situation 
has been a long time a-building, so also a proper 
solution will take time. 


Income Taxes 


1. The national government relies on the income 
tax for 72 percent of its total tax receipts. It is 
hard to see how that government could possibly 
finance itself without the income tax. The national 
government preceded the states (with a few ex- 
ceptions) in the income tax field. Hence it is 
appropriate to request those states that levy an 
individual income tax, 31 states and the District of 
Columbia, to give it up in favor of the national 
government. The states would lose a total of $1,079 
million thereby, based on fiscal 1948 figures. The 
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began to relinquish the tax to the states in 1926, by 
means of an 80 percent credit against the federal 
tax for state inheritance taxes paid, but the revenue 
needs of the 1930’s led to the imposition of addi- 
tional federal estate taxes not subject to that credit. 
Hence at present the overlap is serious, for the 
national government collects $888 million from 
estate and gift taxation, and the states a total of 
$187 million. Every state save Nevada imposes such 
a tax. 

It is proposed that the national government 
relinquish the field of inheritance and estate taxa- 
tion to the states. The loss of revenue to the federal 
government would not be very serious; even in 
1948, this tax produced only two percent of total 
federal revenue. The states have on the whole built 
up adequate systems for administering the tax, and 
would benefit materially from being able to de- 
velop it free from federal interference. The citizen 
and his beneficiaries would gain greatly by the 
elimination of troublesome double administration 
and payment. 


Gasoline Taxes 


3. The states early enacted gasoline taxes as a 
means of paying for the highway improvement and 
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construction the automobile made necessary. The 
tax is frequently cited as an example of taxation 
proportionate to benefits received. All the states 
levy gasoline taxes. The federal government in- 
truded into the field in 1932, and now derives $560 
million from this source (including lubricating 
oils). At the same time, the federal government 
votes large sums to the states for highways, in the 
current fiscal year $436 million. 


An obvious solution of this tax overlap, then, is 
for the national government to yield the gasoline 
tax to the states, and correspondingly, to yield to 
the states total responsibility for highways, through 
the elimination of the highway grants in aid. The 
net effects on the federal and state budgets would 
be small. 


Retail Sales Taxes 


4. The states have come increasingly to rely on 
retail sales taxation as a major source of revenue. 
Twenty-seven states now levy such a tax, and in 
1948 they collected a total of $1,478 million. The 
national government has never levied a general 
sales tax, but it imposes a number of burdensome 
retail sales taxes at high rates, now generally 20 
percent. 

This field of taxation ought to be left to the 
states, for they need it, and can administer it satis- 
factorily. It is recommended, therefore, that the 
national government relinquish to the states the 
field of retail sales and excise taxation. 


Admissions Taxes 

5. The federal tax on admissions and club dues 
was introduced under the Revenue Act of 1917. 
The revenue yield has expanded from $29 million 
in fiscal year 1918 to $464 million in fiscal year 
1948. State amusement taxation began with the 
Connecticut tax of 1921. Currently, general admis- 
sions taxes are found in fewer than half of the 
states, in most cases as part of a general sales tax. 
A number of cities are also currently deriving 
revenue from this source (in a few cases, substan- 
tial revenue), and there are indications of increas- 
ing use of this tax at the local level. 

Withdrawal of the federal government from this 
field is recommended, The revenue is relatively 
small (a little more than 1 percent) in terms of 
the federal budget, but the tax could develop into 
a significant contributor to state and local revenues. 
If this source were exclusively available to state 
and local governments, perhaps the present tendency 
to encroach on sources more properly federal, such 
as the income tax, would be halted. 


Customs, Liquor and Tobacco 
6. For a long period before World War I, the 


national government relied for all its revenue upon 
customs duties, and excises on liquor and tobacco. 
Customs are one of the few taxes expressly re- 
served to the national government. Liquor and 
tobacco taxes other than local license fees should 
be restricted to that government as well. 


Administration by the federal government of 
such taxes is well ozganized, and can be much 
more efficiently conducted than by any state ad- 
ministration, since the taxes are collected from the 
manufacturers at relatively few sources. Both sets 
of taxes are very important sources of revenue to 
the national government ($2,195 miilion in 1948). 
The same sources should not also be heavily 
burdened by the states. 


Corporation Taxes 


7. The taxation of corporations doing business 
in the various states is a tangled web, surmounted 
by a heavy federal income tax. It is well estab- 
lished law that states have the power to prescribe 
the terms on which corporations may do business 
within their borders, including a tax for the priv- 
ilege. Since each state may enact its own tax 
formula, there can be and is much overlapping 
between the states in taxing transactions which 
originate in one state and are completed in another. 
The situation would be greatly improved, if the 
states could be induced to adopt a uniform, non- 
duplicating plan for the taxation of corporations 
and of transactions that cross state lines. Here is 
a case where it would be entirely legitimate for 
Congress to prescribe a plan, since the power to 
regulate commerce between the states is vested in 
Congress. 

It is urged, therefore, that the Congress enact 
a statute providing how interstate transactions, and 
corporations doing business in more than one state, 
shall be taxed. A great amount of needless paper- 
work, controversy and confusion can thereby be 
eliminated with no necessary loss of revenue at all. 


Unemployment Taxes 


8. The effect of the Title IX in the original 
Social Security Act was to force the states to estab- 
lish systems of unemployment compensation. Since 
this purpose has been accomplished, the states 
should be freed to finance, as wel] as to administer 
their systems, on the basis of their own legislation. 


The current effect of the Federal Unemployment 
Tax is to net the federal government about $135 
million a year. This is the difference between 
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FEDERAL AND STATE REVENUE LOSSES 
INVOLVED IN PROPOSED RELINQUISH- 
MENT OF CERTAIN REVENUE SOURCES 


| Based on Revenues — Fiscal Year 1948 


(Millions) 
Revenue Revenue 
Loss to Loss to 
Federal State 


| Revenue Source Government Governments 





| Tax Revenue 
| Individual Income Tax $1,079 


Estate and Gift Tax... $ 888 
Gasoline and Lubricating 
eee wis 560 
Retail Sales 470 
Liquor and Tobacco... 769 





Admissions and Club Dues 464 

Federal Unemployment Tax 205 

Non-Tax Revenue 

Federal Highway Aid 436@ 
Administrative Grants un- 

der Federal Unemploy- 

ment Tax... 67 


| Total | $2,587 $2,351 


| @The estimated fiscal year 1949 expenditure of the 

Public Roads Administration. 

Source: Treasury Department and Department of 
Commerce. 











federal receipts, which represent one-tenth of the 
3 percent payroll tax levied by the Act, and federal 
expenditures in the form of grants to the states 
for their administration of these programs. The 
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federal government is also holding in trust for each 
state (under Section 904 of the Social Security 
Act), an increasingly large reserve of the excesses 
of unemployment tax collections over the benefits 
paid. The total of these state accounts is now well 
over $8 billion. Since each state deposits to and 
withdraws from its own reserve, the function of 
the federal government in the process is merely 
that of a central bank. 

The states should be given complete authority to 
finance and to operate their own unemployment 
compensation systems. The Federal Unemployment 
Tax Act and Section 904 of the Social Security 
Act should be repealed. The states should enact 
such additional legislation as necessary for their 
own needs, for example, provisions for establish- 
ment of state trust funds to hold reserve funds. 

x # * 

The adoption of these proposals would not end 
all tax overlaps between the national government 
and the states but would end the most troublesome. 
The gain to the citizens affected would be great, 
primarily in the elimination of one of the duplicate 
sets of returns, administrative controversies and 
tax payments to which they are now subjected. The 
revenue loss to the two governments would be 
slight, much less in importance than the positive 


gain to the citizen. 


